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on June 30, 1974, ordinarily and custom-
arily furnish a particular service, will 
nevertheless be considered to have or-
dinarily and customarily furnished 
such service on June 30, 1974, for pur-
poses of this section and section 
2003(c)(2)(D) of the Act, if either of the 
following conditions are met: 

(i) At least 50 percent of the out-
standing beneficial interests of such 
disqualified person are owned directly 
or through one or more intermediaries 
by the same person or persons who 
owned, directly or through one or more 
intermediaries, at least 50 percent of 
the outstanding beneficial interests of 
a person who ordinarily and custom-
arily furnished such service on June 30, 
1974; or 

(ii) Control, or the power to exercise 
a controlling influence over the man-
agement and policies of such disquali-
fied person is possessed, directly or 
through one or more intermediaries, by 
the same person or persons who pos-
sessed directly or through one or more 
intermediaries control, or the power to 
exercise a controlling influence over 
the management and policies of a per-
son who ordinarily and customarily 
furnished such service on June 30, 1974. 
For purposes of this paragraph (d)(2) a 
person shall be deemed to be an 
‘‘intermediary’’ of another person if at 
least 50 percent of the outstanding ben-
eficial interests of such person are 
owned by such other person, directly or 
indirectly, or if such other person con-
trols or has the power to exercise a 
controlling influence over the manage-
ment and policies of such person. 

(3) Examples. The principals of 
§ 54.4975–15(d)(2) may be illustrated by 
the following examples.

Example (1). A owns 50 percent of the out-
standing beneficial interests of ABC Partner-
ship which ordinarily and customarily fur-
nished certain services on June 30, 1974. On 
July 2, 1974, ABC Partnership was incor-
porated into ABC Corporation with one class 
of stock outstanding. A owns 50 percent of 
the shares of such stock. ABC Corporation 
furnishes the same services that were fur-
nished by ABC Partnership on June 30, 1974. 
ABC Corporation will be deemed to have or-
dinarily and customarily furnished such 
services on June 30, 1974, for purposes of sec-
tion 2003(c)(2)(D) of the Act.

Example (2). A and B together own 100 per-
cent of the beneficial interests of AB Part-
nership, which ordinarily and customarily 

furnished certain services on June 30, 1974. 
On September 1, 1974, AB Partnership was in-
corporated into AB Corporation with one 
class of stock outstanding. A and B each own 
20 percent of such outstanding class of stock 
and together have control over the manage-
ment and policies of AB Corporation. AB 
Corporation furnishes the same services that 
were furnished by AB Partnership on June 
30, 1974. AB Corporation will be deemed to 
have ordinarily and customarily furnished 
such services on June 30, 1974, for purposes of 
section 2003(c)(2)(D) of the Act.

Example (3). On June 30, 1974, M Corpora-
tion was ordinarily and customarily fur-
nishing certain services. On that date, X, Y 
and Z together owned 50 percent of all class-
es of the outstanding shares of M Corpora-
tion. On January 28, 1975, all of the share-
holders of M Corporation exchanged their 
shares in M Corporation for shares of a new 
N Corporation. As a result of that exchange, 
X, Y and Z together own 50 percent of the 
common stock of N Corporation, the only 
class of N Corporation stock outstanding 
after the exchange. N Corporation furnishes 
the services formerly furnished by M Cor-
poration. N Corporation will be deemed to 
have ordinarily and customarily furnished 
such services on June 30, 1974, for purposes of 
section 2003(c)(2)(D) of the Act.

Example (4). I Corporation ordinarily and 
customarily furnished certain services on 
June 30, 1974. On November 3, 1975, I Corpora-
tion organizes a wholly owned subsidiary, S 
Corporation, which furnishes the same serv-
ices ordinarily and customarily furnished by 
I Corporation on June 30, 1974. S Corporation 
will be deemed to have ordinarily and cus-
tomarily furnished such services on June 30, 
1974, for purposes of section 2003(c)(2)(D) of 
the Act.

Example (5). X Corporation, wholly-owned 
and controlled by A, ordinarily and custom-
arily furnished certain services on June 30, 
1974. Y Corporation did not perform such 
services on that date. On January 2, 1976, X 
Corporation is merged into Y Corporation 
and although A received less than 50 percent 
of the total outstanding shares of Y Corpora-
tion, after such merger A has control over 
the management and policies of Y Corpora-
tion. Y Corporation furnishes the same serv-
ices that were formerly furnished by X Cor-
poration. Y Corporation will be deemed to 
have ordinarily and customarily furnished 
such services on June 30, 1974, for purposes of 
section 2003(c)(2)(D) of the Act.

[T.D. 7491, 42 FR 32388, June 24, 1977]

§ 54.4976–1T Questions and answers 
relating to taxes with respect to 
welfare benefit funds (temporary). 

Q–1: What does section 4976 provide? 
A–1: Section 4976 imposes a tax on 

employers who provide disqualified 
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benefits through a welfare benefit fund. 
The tax imposed is equal to 100 percent 
of the disqualified benefit. 

Q–2: What constitutes a disqualified 
benefit? 

A–2: A disqualified benefit is (a) any 
post-retirement medical or life insur-
ance benefit provided with respect to a 
key employee (as defined in section 
419A(d)(3)) through a welfare benefit 
fund if a separate account is required 
to be established for such employee 
under section 419A(d) and the cost for 
such coverage is not charged against or 
paid from such separate account; (b) 
any post-retirement medical or life in-
surance benefit provided through a wel-
fare benefit fund with respect to an in-
dividual in whose favor discrimination 
is prohibited unless the plan of which 
the fund is a part meets the require-
ments of section 505(b) with respect to 
that benefit; and (c) any portion of the 
fund which reverts to the benefit of the 
employer. A post-retirement medical 
or life insurance benefit provided with 
respect to a key employee will not con-
stitute a disqualified benefit even 
though such benefit is not provided 
through a separate account if the cost 
of such benefit is paid by the employer 
in the taxable year in which the benefit 
is provided and there is not (and there 
is not required to be) a separate ac-
count with an outstanding credit bal-
ance maintained for the key employee. 

Q–3: What is the effective date of sec-
tion 4976? 

A–3: (a) Generally, section 4976 ap-
plies to disqualified benefits provided 
by a welfare benefit fund after Decem-
ber 31, 1985. However, a disqualified 
benefit, as defined in section 4976(b)(1) 
or (2), is not subject to section 4976(a) 
if it is provided from ‘‘existing reserves 
for post-retirement medical or life in-
surance benefits’’ that are within the 
transition rule set forth in section 
512(a)(3)(E)(iii) and Q&A–4 of § 1.512(a)–
5T (or would be if such transition rule 
applied to such welfare benefit fund). 
For example, if a welfare benefit fund 
in existence on July 18, 1984, provides 
an individual in whose favor discrimi-
nation is prohibited with a post-retire-
ment life insurance benefit after De-
cember 31, 1985, that does not meet the 
requirements of section 505(b) and if 
the welfare benefit fund received no 

contributions after July 18, 1984, then 
the disqualified benefit provided by the 
fund is not subject to section 4976(a) 

(b) A welfare benefit fund will be able 
to avoid the application of section 
4976(b)(1) and (2) if the employer with-
draws from such fund, before April 7, 
1986, any amounts that are not attrib-
utable to ‘‘existing reserves for post-re-
tirement medical or life insurance ben-
efits’’ because they were neither actu-
ally set aside nor treated as actually 
set aside under Q&A–4 of § 1.512(a)–5T, 
on July 18, 1984. The employer making 
such a withdrawal must include the 
amount in income for the first taxable 
year ending after July 18, 1984, or, to 
the extent that the withdrawn amount 
is attributable to the following taxable 
year, for such following taxable year. 
Such a withdrawal will not be treated 
as an impermissible distribution or re-
version under section 501(c)(9), and will 
not be treated as a disqualified benefit 
under section 4976(b)(3). Of course, to 
the extent that the welfare benefit 
fund contains amounts that are attrib-
utable to ‘‘existing reserves’’ but are 
not within the transition rule set forth 
in Q&A–4 of § 1.512(a)–5T (as applied to 
welfare benefit funds), for example, be-
cause such amounts exceed the 
amounts that could have been accumu-
lated under the principles set forth in 
Revenue Rulings 69–382, 1969–2 C.B. 28; 
69–478, 1969–2 C.B. 29; and 73–599, 1973–2 
C.B. 40, the fund will not be able to 
avoid the application of section 
4976(b)(1) and (2) under this paragraph. 

(c) In the case of a plan which is 
maintained pursuant to one or more 
collective bargaining agreements (1) 
between employee representatives and 
one or more employers and (2) which 
are in effect on July 1, 1985 (or ratified 
on or before that date), the provision 
does not apply to disqualified benefits 
provided in years beginning before the 
termination of the last of the collec-
tive bargaining agreements pursuant 
to which the plan is maintained (deter-
mined without regard to any extension 
of the contract agreed to after July 1, 
1985). For purposes of the preceding 
sentence, any plan amendment made 
pursuant to a collective bargaining 
agreement relating to the plan which 
amends the plan solely to conform to 
any requirement added under section 
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511 of the Tax Reform Act 1984 (i.e., re-
quirements under sections 419, 419A, 
512(a)(3)(E), and 4976) shall not be treat-
ed as a termination of such collective 
bargaining agreement. 

[T.D. 8073, 51 FR 4336, Feb. 4, 1986]

§ 54.4977–1T Questions and answers 
relating to the election concerning 
lines of business in existence on 
January 1, 1984 (temporary). 

The following questions and answers 
relate to the election by employers 
under section 4977 of the Internal Rev-
enue Code of 1954, as added by section 
531(e)(1) of the Tax Reform Act of 1984 
(98 Stat. 886), to treat all employees of 
any line of business in existence on 
January 1, 1984, as employees of one of 
those lines of business for purposes of 
section 132(a) (1) and (2): 

Q–1: What does section 4977 provide 
with respect to the exclusion from 
gross income of certain fringe benefits? 

A–1: In general, section 4977 provides 
an elective grandfather rule that al-
lows an employer under certain cir-
cumstances to treat employees of all 
lines of business which were in exist-
ence on January 1, 1984, as employees 
of one of those lines of business for pur-
poses of section 132(a) (1) and (2), but 
not for purposes of section 132(g)(2). 

Q–2: Under what circumstances does 
the elective grandfather rule of section 
4977 apply? 

A–2: If: 
(a) An election under section 4977 is 

in effect with respect to an employer 
for any calendar year, and 

(b) On and after January 1, 1984, at 
least 85 percent of the employees of the 
employer in all of its lines of business 
which existed on January 1, 1984, were 
entitled to employee discounts or serv-
ices provided by the employer in one 
line of business, 
then all employees of any line of busi-
ness of the employer which was in ex-
istence on January 1, 1984, are treated, 
for purposes of section 132(a) (1) and (2) 
(but not for purposes of section 
132(g)(2)) as employees of the one line 
of business referred to in (b) of this Q/
A–2. 

Q–3: How does an employer make the 
election provided for in section 4977? 

A–3: An employer must file a state-
ment with the director of the service 

center with which the employer’s tax 
returns are filed. The statement must 
indicate that the employer is electing 
to apply the provisions of section 4977 
to one or more of the employer’s lines 
of business and must contain the fol-
lowing information: 

(a) The employer’s name, address, 
and taxpayer identification number; 

(b) A description of all of the employ-
er’s lines of business in existence on 
January 1, 1984; and 

(c) For each lines of business which is 
to have as an employee for purposes of 
section 132(a) (1) and (2) an individual 
but for the election under section 4977 
would not be treated as an employee 
for purposes of section 132(a) (1) and (2): 

(1) A description of the no-additional-
cost service or qualified employee dis-
count (including, with respect to dis-
counts, the percentage discount) to be 
offered to employees pursuant to sec-
tion 4977 in such line of business, and 

(2) With respect to employees in all 
of the employer’s lines of business in 
existence on January 1, 1984, the num-
ber of such employees and the number 
entitled to the described fringe benefit. 
Such numbers may be determined as of 
a date which does not precede the date 
the election is filed by more than 30 
days. 

Q–4: In order to make a timely sec-
tion 4977 election, when must an em-
ployer file the election statement? 

A–4: Except as otherwise provided in 
the second sentence of this answer, the 
employer must file the election state-
ment before the end of the calendar 
year preceding the year for which the 
election is to apply. For calendar year 
1985, however, the employer has until 
March 31, 1985, to file the election 
statement. However, the Commissioner 
may, in his discretion, extend the 
March 31, 1985 deadline to a later date. 

Q–5: Does section 4977 apply to all 
calendar years following the calendar 
year in which the election is made? 

A–5: Yes, unless the employer re-
vokes the election. 

Q–6: When is a revocation effective? 
A–6: A revocation is effective with re-

spect to the calendar year following 
the calendar year in which it is filed. 
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